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NOTE 
The American Institute of Certified Public Accountants has issued 
a series of industry-oriented audit guides that present recommenda-
tions on auditing procedures and auditors' reports and, in some 
instances, on accounting principles, and a series of accounting guides 
that present recommendations on accounting principles. Based on 
experience in the application of these guides, AICPA subcommittees 
or task forces may from time to time conclude that it is desirable to 
change a guide. A statement of position is used to revise or clarify 
certain of the recommendations in the guide to which it relates. A 
statement of position represents the considered judgment of the re-
sponsible AICPA subcommittee or task force. 
To the extent that a statement of position is concerned with 
auditing procedures and auditors' reports, its degree of authority is 
the same as that of the audit guide to which it relates. As to such 
matters, members should be aware that they may be called upon to 
justify departures from the recommendations of the subcommittee or 
task force. 
To the extent that a statement of position relates to standards of 
financial accounting or reporting (accounting principles), the recom-
mendations of the subcommittee or task force are subject to ultimate 
disposition by the Financial Accounting Standards Board. The recom-
mendations are made for the purpose of urging the FASB to promul-
gate standards that the subcommittee or task force believes would be 
in the public interest. 
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Accounting for Municipal Bond Funds 
1. The AICPA Industry Audit Guide (audit guide), Audits of 
Investment Companies, as amended, notes that "changes in the 
rules, regulations, practices, and procedures of the investment 
company industry have been frequent and extensive in recent 
years" and that "further changes are under consideration." A 
recent development in the investment company industry is the 
municipal bond fund (or tax-exempt bond fund) in corporate 
form made possible by the Tax Reform Act of 1976. For the first 
time, the law allows an investment company organized in cor-
porate form to distribute tax-free income to its shareholders. 
Before the 1976 Reform Act, two forms of investment companies 
that specialized in municipal bonds were unit investment trusts 
and limited partnerships. 
2. A tax-exempt municipal bond fund is an investment com-
pany that invests principally in municipal bonds. It may be in 
the form of a management investment company or a unit invest-
ment trust. Municipal bonds are obligations of local governments 
(such as state, county, and city), and the interest paid on those 
bonds is exempt from federal income tax. The interest on cer-
tain of those bonds may also be exempt from state and local in-
come tax. 
3. This proposed addition to the audit guide presents the com-
mittee's views on accounting and reporting matters and other 
considerations relating to municipal bond funds. While the dis-
cussion of taxes and distribution policies refers specifically to 
municipal bond funds in corporate form, the discussion of valu-
ation and other matters applies to municipal bond funds in cor-
porate form, partnership form, and unit investment trusts. 
Definition of and Market for 
Municipal Bonds and Notes 
Municipal Bonds 
4. Municipal bonds are usually issued to obtain funds for a 
variety of public purposes, including the construction of a wide 
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range of public facilities such as airports, bridges, highways, 
housing, hospitals, mass transportation, schools, streets, and 
water and sewer works. Municipal bonds may also be issued to 
refund outstanding obligations, obtain funds for general operating 
expenses, and obtain funds to lend to other public institutions 
and facilities. 
5. Industrial development bonds are issued by or on behalf 
of public authorities to obtain funds to finance privately operated 
industrial or commercial facilities. These obligations may be 
classified as municipal bonds, provided that the interest paid on 
them is exempt from federal income tax.1 
6. The two principal classifications of municipal bonds are gen-
eral obligation bonds and revenue bonds. General obligation 
bonds represent the issuer's unqualified pledge, based on its faith, 
credit, and taxing power, to pay principal and interest when due. 
Revenue bonds are payable from the revenues derived from a 
particular class of facilities or from other specific revenue sources. 
Tax-exempt industrial development bonds are usually revenue 
bonds and generally do not carry the pledge of the credit of the 
issuer. 
7. The yields on municipal bonds depend on a variety of 
factors, including market conditions, maturity date, and ratings 
assigned to the issue. 
Municipal Notes 
8. Municipal notes generally mature in less than three years. 
They are usually designated as tax, revenue, or bond anticipation 
notes because they are redeemable on receipt of anticipated taxes 
or revenue or on refinancing from the proceeds of municipal 
bonds. They include short-term tax-exempt project notes issued 
by public housing or urban renewal agencies of local communi-
ties, with payment of principal and interest guaranteed by the 
United States government. 
1 See Internal Revenue Code, section 103. 
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Market 
9. There are estimated to be more than 40,000 issuers and 
well over one million issues of municipal bonds, counting each 
maturity as a separate issue. The bonds are traded in a dealer 
market in which little published price information exists. As a 
result, new issues of municipal bonds are usually sold by com-
petitive bids. Subsequent market quotations for municipal bonds 
may be obtained from dealers in those securities. If there is little 
trading activity or if a thin market exists, dealer quotations may 




10. In considering the values assigned to municipal bonds, the 
fund and its auditor should follow the direction given in the 
audit guide for the valuation of over-the-counter securities: 
A company may adopt a policy of using a mean of the bid 
prices, or of the bid and asked prices, or of the prices of a repre-
sentative selection of broker/dealers quoting on a particular 
security; or it may use a valuation within the range of bid and 
asked prices considered best to represent value in the circum-
stances. Any one of these policies is considered to be acceptable 
if consistently applied 
Ordinarily, quotations for an over-the-counter security should 
be obtained from more than one broker/dealer unless available 
from an established market-maker for that security, and quota-
tions for several days should be reviewed. In all cases, the quota-
tions should be from unaffiliated persons.... Where quotations 
appear questionable, consideration should be given to valuing 
the security at "fair value as determined in good faith by the 
board of directors" [emphasis added].2 
11. In addition, the auditor is provided with the following 
guidance: 
In the case of over-the-counter securities for which quotations 
were not available from published sources, the auditor should 
2 Audits of Investment Companies (New York: AICPA, 1977), pp. 34-35 . 
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consider obtaining quotations as of the valuation date from more 
than one independent source.... If the auditor is not fully 
satisfied with valuation date results, he may wish to obtain fur-
ther quotations at a subsequent date or dates or consider having 
the security valued by the board of directors [emphasis added].3 
Determining Market Value 
12. A fund may obtain quoted bid and asked prices directly 
from dealers. If possible, the fund should obtain prices from a 
dealer who maintains a market for the issue. If this is not possible, 
quotations should be obtained from more than one dealer. The 
portfolio should be valued consistently, using either the bid price 
or the mean between bid and asked prices as described in the 
fund's prospectus. 
13. A number of funds have engaged bond dealers or other 
pricing services to value their portfolios for a fee. This service in-
cludes obtaining daily quotations from various dealers and select-
ing those quotations considered to be most indicative of the 
market value of the issue. A pricing service may but need not 
be an expert appraiser of municipal bonds, but it must be able 
to identify those dealers who are market-makers for an issue and 
in a position to determine value. 
14. The fund's management is responsible for determining 
values of portfolio securities in accordance with the fund's poli-
cies. Accordingly, if an agent is used for this purpose, the fund 
must be satisfied that control procedures, whether maintained by 
the fund or by the pricing service, provide reasonable assurance 
that material pricing errors would be prevented or detected. Such 
control procedures might include: 
• Checks employed by the pricing service in obtaining daily 
quotations. 
• Verifying daily changes of individual securities prices in ex-
cess of a stipulated percentage. 
• Verifying dealer quotations with other dealers on a test basis. 
3 Audits of Investment Companies, pp. 46—47. 
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15. In evaluating internal accounting controls, the auditor 
might consider obtaining independent quotations from dealers or 
visiting the pricing service's facilities to review the procedures 
used in obtaining daily quotations, or both. If the auditor con-
siders the internal accounting control to be weak, he should ex-
pand the scope of his work as he deems necessary. 
Fair Value and Matrix Pricing Methods 
16. Municipal bonds for which market quotations are not read-
ily available or for which the fund believes market quotations 
may not be indicative of the market value of the issue should be 
valued at fair value. Fair value is determined by the board of 
directors of a management investment company. Fair value is 
determined by the sponsor or trustee of a unit investment trust, 
and/or other party having such responsibility under the trust 
agreement. For those determinations, matrix pricing or pricing 
based on reliable quotations of similar securities may be used. 
In determining fair value, SEC accounting series releases on the 
subject, especially ASRs 113 and 118, should be considered. 
17. The auditor should also consult these accounting series 
releases as well as the audit guide for guidance on reporting on 
financial statements where a material portion of the securities 
are valued "in good faith." However, the auditor will usually find 
that he is able to satisfy himself that the range of possible values 
of municipal bonds for which reliable quotations are not readily 
available would not have a significant effect on the fairness of 
presentation of the financial statements in conformity with gen-
erally accepted accounting principles; in which case, he could 
express an unqualified opinion. 
18. A mathematical technique known as matrix pricing uses 
market data available for the issue and similar issues without 
exclusive reliance on quoted market prices in determining securi-
ties valuations.4 This method, when used by a fund, results in a 
4 Matrix pricing uses electronic data processing techniques to determine valua-
tions for normal institutional-size trading units of debt securities without exclu-
sive reliance on quoted prices. The use of data processing techniques enables 
one to consider factors such as the issue's coupon interest rate, maturity, and 
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"fair value" determination. Accordingly, the auditor's procedures 
for examining value determined by using matrix pricing should 
be the same as those applied with respect to any other fair val-
ues, as discussed in paragraphs 12 through 17, above. 
"When Issued" Securities 
19. Municipal bond funds buy securities on a "when issued" 
basis more often than most other types of funds. A municipal 
securities underwriter solicits expressions of interest in a proposed 
issue and sends a "when issued" priced confirmation against which 
delivery is made at a later date when the terms of the issue are 
known. The securities will normally begin trading on a "when 
issued" basis at the time such confirmation is issued and begin 
trading as if they had been issued a few days before the closing 
date. For federal income tax purposes, the holding period of the 
securities does not begin until they are issued.5 
20. While securities offerings have been aborted after "when 
issued" trading begins, these situations are rare. The asset and 
liability relating to a "when issued" security should be recorded 
when the priced transaction confirmation is issued, and the in-
vestment should be valued thereafter. Because the securities do 
not earn interest until the settlement date, they should be iden-
tified in the financial statements. The same accounting methods 
should be used for securities purchased under a delayed delivery 
contract under which the managing underwriter agrees to deliver 
securities to purchasers at later specified dates. 
Portfolio Insurance 
21. A number of municipal bond funds, primarily those or-
ganized as unit investment trusts with fixed portfolios, arrange 
for insurance that guarantees the collection of principal and in-
terest when due. The insurance normally applies to portfolio 
securities only while they are owned by the fund, and its cover-
rating by a service and those of similar issues for which quoted prices are 
available to develop a calculation of what the current market yields would be 
for the issue in question. Those techniques may also consider market indexes and 
other market data. 
5I.T. 3721, 1945 C.B. 164, modified by Rev. Rul. 57-29, 1957-1 C.B. 519. 
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age is not transferable to a purchaser of the security. This ar-
rangement differs from those in which the issuer of the securities 
acquires the insurance, making the insurance feature an element 
of the security and transferable on changes in ownership. If the 
insurance applies to the fund's portfolio only, it does not have 
any measurable value in the absence of default of the underlying 
securities or indications of the probability of such default. 
22. Probability of default may be indicated if the market value 
of a bond held by the fund declines significantly and the decline 
appears to be related to the credit worthiness of the issuer. Prob-
lems with respect to credit worthiness may be recognized through 
comparison with market values of similar securities or by a down-
grading of credit ratings. 
23. Valuation of bonds that are held in an insured portfolio 
and that are in default or for which the probability of default is 
indicated requires a "fair value" determination as described in the 
audit guide (pages 35-37) and as further discussed in paragraph 
16. Among the factors that should be considered in making this 
"fair value" determination are the terms of the insurance policy, 
the intention and ability of the fund to hold the bonds until ma-
turity, and the ability of the insurer to perform under the policy 
in the event of default. 
24. Proceeds of insurance in place of defaulted interest are ex-
empt for federal income tax purposes.6 
25. Insured securities that have been valued as provided in 
paragraph 22 should be identified in the financial statements as 
being so valued. Disclosure should also be made of the intention 
of the fund to hold the securities until maturity in order to realize 
the benefits of the insurance. 
Presentation 
26. Municipal securities should be grouped either by state or 
municipality within the state or by purpose of issue, whichever 
is more meaningful. This grouping will also satisfy regulation S-X 
requirements that investments be classified by type of business. 
6 Rev. Rul. 76-78. 
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27. Although not required, bond ratings of the portfolio of in-
vestments are often disclosed. If the auditor has not checked the 
ratings against published sources, they should be identified as 
unaudited. 
28. The valuation methods used by the fund should be dis-
closed in the financial statements. 
Tax and Other Considerations 
Qualification as a Regulated 
Investment Company 
29. To enjoy the benefits of paying tax-free dividends to 
shareholders, a municipal bond fund taxable as a corporation 
must first qualify as a regulated investment company.7 Because 
the Internal Revenue Code states that gross income excludes tax-
exempt income, such a fund must pay particular attention to 
meeting requirements in the following respects:8 
a. Section 851 (b) (3 ) of the code requires that in order to be 
qualified as a regulated investment company, less than 30 
percent of a fund's gross income may be derived from gains 
(disregarding losses) from the sale or other disposition of 
securities held for less than three months. Because the 
amount of taxable income realized by a municipal bond fund 
is usually a small percentage of its total income, the base used 
to determine the effect of the three-month test is usually very 
small. Consequently, a municipal bond fund taxable as a cor-
poration with a small amount of taxable income may lose its 
right to qualify as a regulated investment company if it real-
izes any gains from the sale of securities held for less than 
three months.9 
7 Tax-exempt unit investment trusts are not generally organized as associations 
taxable as corporations for federal income tax purposes. Interest exempt from 
federal income tax retains that status when distributed to unit holders by such 
trusts. 
8 The tax considerations described herein are as of the date of issuance of this 
statement of position. The reader should determine whether subsequent changes 
have been effected in the pertinent provisions of the Internal Revenue Code. 
9 The Revenue Act of 1978 resolved this problem by providing that "gross in-
come" for purposes of the 90 percent and 30 percent tests includes tax-exempt 
interest. In addition, the act disallows any loss recognized within thirty-one 
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b. If a municipal bond fund realizes taxable income, it is usually 
a relatively small amount. Nevertheless, 90 percent of that 
amount as well as 90 percent of tax-exempt income must be 
distributed. Declaring dividends in proportion to taxable and 
tax-exempt income may prevent an inadvertent under-distri-
bution of taxable income.10 
30. Because premiums paid on purchases of obligations of a 
state, territory, or possession of the United States, or their politi-
cal subdivisions, must be amortized for federal income tax pur-
poses, most funds have chosen to amortize those premiums for 
book purposes. Original issue discount on tax-free bonds is gen-
erally amortized periodically for book and tax purposes. 
31. Because investment companies carry securities at value, 
amortization of premium or discount has no effect on net asset 
value. Amortization of bond premium results in a decrease in 
interest income with a corresponding increase in unrealized ap-
preciation of investments and vice versa for amortization of bond 
discount. As a result, a policy of amortization may affect net in-
vestment income but would not affect total income from invest-
ments (net investment income plus realized and unrealized gains 
and losses). The accounting policy for amortization should be 
disclosed in the financial statements. 
32. For determining the amortization of premium on tax-
exempt securities, the Internal Revenue Service has ruled (Rev. 
Rul. 60-17) that bond premium in excess of the call price, if any, 
must first be amortized to the earliest call date and the basis of 
the bond reduced accordingly. A remaining excess premium over 
a subsequent call price must be amortized to that subsequent 
call date. For those purposes, the remaining excess premium at 
a point in time is the total premium (that is, amount paid in 
excess of maturity value) reduced by previous amortization to 
previous call dates. Finally, the portion of the premium equiva-
lent to the difference between the last call price and the maturity 
value is amortized over the period from the last call date to 
maturity. 
days of the date of purchase of shares in a tax-exempt mutual fund to the 
extent of any tax-exempt interest dividend received by a shareholder. 
1 0 See note 9. 
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Equalization 
33. Funds that do not declare dividends daily may use equal-
ization accounting, as described in chapter 2 of the audit guide. 
A municipal bond fund that realizes a significant amount of tax-
able income (usually interest on investments in short-term secur-
ities) should allocate equalization debits and credits between 
undistributed tax-exempt income and taxable income. 
34. In defining earnings and profits of a municipal bond fund, 
I.R.C. sec. 852(c) and Treas. Reg. 1.852-5(b) state that "earnings 
and profits . . . for any taxable year (but not its accumulated 
earnings and profits) shall not be reduced by any amount which 
is not allowable as a deduction in computing its taxable income 
for such taxable year." The result may be taxation of a distribu-
tion of income equalization credits as ordinary income, as illus-
trated below. 
Book Tax Basis 
Undistributed Earnings and Profits 
Income Current Accumulated 
Tax-exempt interest income $100,000 $100,000 $100,000 
Expenses (16,000)1 (16,000) 
Income equalization credits (net) 12,000 
Balance 96,000 100.000 84,000 
Dividends paid2 
Exempt-interest dividends 84,0003 84,000 84,000 
Ordinary dividends 12,0004 12,000 — 
Total dividends 96,000 96,000 84,000 
Undistributed income at year end 5 $ 4,000 — 
1 Not deductible from current earnings and profits (Treas. Reg. 1.852-5(b)). 
2 Based on the assumption that the fund's policy is to distribute all its net equal-
ization credits. 
3 Exempt-interest dividend = $84,000 ($100,000 - $16,000). 
4 Distribution in excess of exempt-interest dividend may be taxed as ordinary 
income (Treas. Reg. 1.852-5(b)). 
5 Based on the assumption of a dividend payment on the last day of each month. 
The undistributed balance of current earnings and profits has no federal income 




35. The Tax Reform Act of 1976 provides that a regulated 
investment company that meets certain tests in addition to those 
enumerated above may pass tax-exempt interest through to its 
shareholders as "exempt-interest dividends."11 A dividend quali-
fies as an exempt-interest dividend only if— 
a. At the close of each quarter of its taxable year, at least 50 
percent of the value of the total assets of the regulated in-
vestment company consists of certain tax-exempt government 
obligations. 
b. The dividend is designated by the regulated investment com-
pany as an exempt-interest dividend in a written notice 
mailed to its shareholders not later than forty-five days after 
the close of its taxable year. 
36. If a fund is disqualified from treating distributions as 
exempt-interest dividends, it may still qualify as a regulated in-
vestment company if it meets the other applicable tests. 
Distribution Policies 
37. Municipal bond funds whose investment policies require 
that 100 percent of their assets be invested in tax-exempt securi-
ties realize only tax-exempt income except for net gains realized 
on the sale of investments, which are taxable. 
38. In addition to following the requirements prescribed by the 
code, a municipal bond fund must also consider the tax effect on 
its shareholders in deciding on its distribution policies. Because 
gains realized on redemption of capital shares are taxable to the re-
deeming shareholders, dividends from net investment income are 
frequently declared daily in order to maximize the amount re-
ceived by the redeeming shareholder as tax-exempt income. Divi-
dends are usually paid quarterly or monthly, but redeeming 
shareholders may receive unpaid dividends at the time of re-
demption. 
1 1 Tax-exempt unit investment trusts are not generally organized as associations 
taxable as corporations for federal income tax purposes. Interest exempt from 
federal income tax retains that status when distributed to unit holders by the 
trusts. 
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Allocation of Expenses 
39. The code requires that a municipal bond fund's allowable 
deductions be allocated between its taxable and tax-exempt in-
come. Capital gains are excluded from this calculation. The only 
acceptable basis for allocation appears to be the ratio of tax-
exempt income to gross investment (tax-exempt plus taxable) in-
come. The required amortization of premium on tax-exempt bonds 
must be allocated to the tax-exempt income. 
Transition 
40. An accounting change to adopt the provisions of this state-
ment of position should be made prospectively. The change should 
be made in financial statements issued subsequent to the date of 
this statement of position. Disclosures should be made in the 
financial statements in the period of change in accordance with 
paragraph 17 of APB Opinion 20. 
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